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Profits and Financing of Manufacturing
Corporations*
By E. Elmer Staub
Day and night, optimism and pessimism, prosperity and bank
ruptcy are separated from each other by narrow margins of time.
The spectacle of a mighty army, sweeping everything in its path,
becoming separated from its supplies and, under slight pressure
from the enemy, suddenly breaking and running, turning victory
into a debacle, is truly a pitiable one. Similarly, the business of
this glorious country of ours, making strides of previously un
heard-of magnitude in the two years preceding August, 1920,
suddenly halted and turned. In about a month prices of many
commodities collapsed, maturing loans could not be paid, the in
sufficient labor supply turned into a labor surplus, dividends
ceased and investors stood aghast at the falling value of their in
vestments. The day of fevered quantity shipments and blue-sky
prices quickly changed into the dark night of order cancellations
and instructions to hold shipments; optimists became pessimists,
and impending bankruptcy stalked as a ghost in the offices of
establishments whose securities were eagerly sought a few weeks
before.
It is not the purpose of this paper to analyze the changed situ
ation and to attempt to enumerate the causes of the change. The
articles in the daily papers and financial magazines of the past six
months are evidence that many have already attempted to do so;
and the explanations have been plentiful in number and varied in
nature. It is proposed, however, to refer to one or two items of
interest from the point of view of an accountant and of an in
vestor, which stand out because of these experiences, particularly
with respect to manufacturing corporations.
Retail merchandising establishments did pile up huge inven
tories at high prices, seemingly expecting the mania of retail buy
ing at any price to continue indefinitely, and many excuses can be
set forth seeming to justify such a policy in individual instances.
Manufacturing corporations also, relying upon the business integ
rity of their distributors, and never for a moment considering the
* A paper read at a regional meeting of the American Institute of Accountants,
Detroit, Michigan, April 8, 1921.
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possibility of the cancellation of huge orders taken in good faith
for delivery over an extended period, found themselves with large
inventories and even large commitments when the slump came.
Expenditures and commitments for the expansion of manufac
turing facilities to take care of this demand added further em
barrassment to a strained financial situation.
As a result, the close of the year 1920 found many corpora
tions preparing statements the like of which they nor their bank
ers nor their security holders had ever deemed possible. Inven
tory values having shrunk, the banks demanding balance-sheets
showing present values and the saving in income taxes to be ef
fected by writing the shrinkage off the books at once, caused a
general revision downward of book values. Huge profits arising
from operations during the first seven months of the year disap
peared, to be replaced by net losses of equally large proportions.
The effect of large shrinkage in inventory values and of the fur
ther commitments at high prices was serious to the financial state
ments of many corporations of usually high-class standing. The
further shrinkage in liquid capital, due to large expansion pro
grammes in the case of many manufacturing corporations, fur
ther aggravated the situation to such an extent that banks, at least
for the time being, have had to ignore their own minimum credit
requirements as to ratios of quick assets to current liabilities and to
extend financial help to an extent not usually given, in order to
prevent a widespread and disastrous financial panic.
Even in descending markets, however, inventories have values
which are capable of being realized; but over-expansion in plant
and equipment by manufacturing enterprises is especially serious,
and it is to that condition, its effect upon stock-holders (one of the
first being the discontinuance of dividends) and the control of
future over-expansion that we wish here to give especial attention.
The investor purchases securities in the expectation that he
will receive a reasonable income therefrom. He must have con
fidence in the security offerings of reputable banking houses and
in their accountants’ statements, and anything done to assure the
small investor just treatment and adequate protection of his in
vestment is worth while.
That the investor has not complete faith in public accountants’
statements is indicated by the opening paragraph of an exceed
ingly well written and opportune article in the issue of Febru
ary 28, 1921, of The Financial World, which analyzes the state
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ments of the Ford Motor Company and the Willys-Overland
Company. In this paragraph the author states that:
To find out the available profits of any business, take the expert accountant’s
statement as to “surplus,” scan very carefully the distance to the nearest
basket, and chuck it in. That fetish of the expert—“surplus”—is a delusion
and a snare.

The article proceeds further as follows:
Legitimate dividends are being paid by a number of steel, copper and
other companies that have curtailed production and are supposed to be losing
money by the books; that is, their paper surpluses are dwindling. Those
surpluses were never available as profits when the surpluses were piling
upon the books. Neither are the companies “losing” now that the surpluses
of goods and high-cost raw materials are being whittled down and turned
into cash. The merry clink of the coin from dividend cheques cashed in
sings a happier song than the doleful dirge of the expert accountant. Too
often the other side of the picture shows. The low book costs and big
paper profits do not reflect the huge sums of real money tied up in new
construction and expansion, supplies and goods being carried.

Upon first reading, it seems ridiculous to the public account
ant for anyone to state that “surplus is a delusion and a snare”
and “that companies are not losing money when the surplus is
being cut down.” The statements, of course, are based upon the
sole item of cash, which is not available for dividends if already
spent for fixed assets and is available for dividends if on hand,
even though secured by previously selling inventory at an actual
loss as compared with cost. We may argue that profits and losses
are statements of results arising from completed transactions, and
that they do not express the financial condition after their com
pletion. Nevertheless, the average investor is influenced by the
accountant’s statement of profits, and the accountants have some
responsibility with respect to making such statements complete
and informing.
A few weeks ago a well-known investment banking house
offered to the public $10,000,000 of 10-year 8-per-cent. bonds,
repurchasable through sinking fund at 105, and in the offering
circular the statement appeared that the manufacturing company
putting out the notes was then paying $1.00 a share quarterly
dividends on 1,000,000 shares of $10.00 par value common stock
and 7 per cent. dividends on nearly $8,000,000 of preferred stock.
In other words, this company will pay $850,000 interest per
annum for 10 years, in order to pay out $9,100,000 dividends
during the first two years thereof. Yet the statement is made in
the same circular that in the year ended September 30, 1920, the
net income of the company available for interest and federal taxes
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amounted to over 23 times the interest requirements. This means
that the company had a net income of over $18,400,000 and yet
had to borrow money at the rate of 8 per cent. per annum in order
to distribute dividends equal to less than 25 per cent. of that net
income. It is hard for investors to understand the necessity for
borrowing such sums, if the statements as to profits are correct
and complete—to the laity there seems to be “something rotten in
the state of Denmark.”
Small wonder, then, that the author of the article in The
Financial World minimizes the value of profit-and-loss and sur
plus statements. By comparing the balance-sheet items at the
close of the year with those at the beginning and by making cer
tain combinations, the author divides profits into “paper profits”
and “available profits.” At one point in the article he makes the
statement with reference to the Ford Motor Company, that:
The books show a margin of profit never very large, not even paper profits;
and when in 1919-20 Henry Ford’s ruinous ideas as to wages and wage
bonuses in his own business impinged upon similar ideas of workmen in
other industries which led to ruinous inflation and strike impediments all
around, and when Ford had the extra burden of interest payments on his
debts, the great Ford business ran at a loss, as the books show.

To the analyst, the article is very interesting and to an in
vestor some of the deductions should be extremely helpful, be
cause, after all, the financial position maintained by a company as
reflected by the balance-sheet is indicative of the business ability
of the managers. Nevertheless, if the accountant prepares profitand-loss statements which are incomplete (and they are incom
plete if their interpretation requires an unusually high degree of
accounting ability upon the part of the reader), the question
arises as to whether or not the time has come to limit public ac
countants’ certificates to balance-sheets which do not mention
the year’s results or, if net-income statements are submitted, to
append thereto a summary of the disposition of that net income.
Before preparing any statements of net income, the public
accountant will, of course, have satisfied himself of the correct
ness of the detailed figures used therein and also of the com
pleteness of all cost and expense items applying thereto. The dis
position of the net income should in no way affect the ascertain
ment of the amount thereof. The amount is definitely ascertain
able irrespective of whether the net income has been retained in
the business as working capital in the form of cash, receivables
or inventory or has been paid out in dividends or invested in plant
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items. Nevertheless, too often are net-income statements used
as a basis for selling securities to buyers who never will receive
within a reasonable period anything like their share of the earn
ings reflected by such net-income statements. Stockholders of
corporations cannot understand why the company issues annual
statements showing profits many times larger than the dividends,
if indeed any are paid. Stockholders are entitled to the net in
come, and the net-income statements give the security-holders the
impression that the net income shown thereby is available for
distribution. To argue that the stockholders own a pro-rata share
of what remains in the surplus account is beside the point. If it
is not available for distribution, should the stockholders be al
lowed to find out that fact for themselves ?
The author of the aforesaid article cautions the investor as
follows:
A mere profits or “surplus” statement means nothing or may be a
dangerous delusion and a snare, unless you know a thousand and one details
as to how the books are kept regarding depreciation, new construction costs,
inventory “gains,” and other items that would only muddle your brain and
take you away from your own business if you had to keep track of them.
On the other hand, a balance-sheet is the thing. It shows you how the
profits are reckoned, where they went, what are the real available profits,
and what the financial condition of your company.

Since the above statement is a layman’s estimate of the value
of a so-called profits statement, the question might well be raised
with public accountants as to whether or not a statement of profit
and loss or net income should be submitted without appending
thereto a summary of the disposition of net income. Some public
accountants have adopted the practice of including in the text of
their reports a summary of the increases and decreases of the
asset and liability items during the audit period and balancing
the net of these items against the results shown by the net-income
statement. The practice, however, is not general. The informa
tion contained in a public accountant’s report is valuable; if prop
erly arranged the data are increasingly valuable; and if account
ants generally would adopt the practice of preparing such a
summary of disposition of net income and appending it to the
net-income statement the information would be a real help to the
reader, be he client, banker or investor. Such an advanced step
in public accountants’ statements would be valuable only if the
practice were universal, which it could be made if the members
of the American Institute of Accountants would adopt it.
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So much for the form of net-income statements as submitted
by public accountants. The next item of interest is the actual dis
tribution of the net income, irrespective of whether it still exists
in the shape of distributable liquid assets, such as cash or securi
ties, or has been reinvested in the business.
In the aforesaid article in The Financial World, the author
includes as available profits the gains in inventory and securities
owned and the dividends paid out, less the loss in cash position—
this loss in cash position he assumes to be the reduction during
the operating period of the excess of the cash and receivables
over the payables of all kinds. He states that all other profits are
to be ignored, and he particularly alludes to that portion made up
of gains in real-estate appraisal and money expended for new
plant construction. It is true that profit once expended for new
plant construction cannot again be paid out to the stockholders in
cash dividends; but, nevertheless, the money has been earned, it
is real profit and the sockholders are entitled thereto. How to
make it available is the question. The payment of stock dividends
would put into the stockholders’ hands such evidence of an in
terest in the company as is more readily salable than merely the
increasing book values of the stock. During the recent war, stock
dividends were unpopular because the United States department
of internal revenue regarded them as income, required their in
clusion in income-tax returns and assessed an income tax thereon.
The recent decision of the United States supreme court, holding
otherwise, removes this objection to the payment of stock divi
dends.
Is not every stockholder entitled to his pro-rata share of the
net income of a business during a specific minimum period during
which he was a stockholder? Assuming, for the purpose of this
argument, the minimum period to be the corporation’s fiscal year,
should not each stockholder receive his proportionate share of the
earnings during that period ? By what equity should all the stock
holders be deprived of any share of the net income and be re
quired to hold their stock indefinitely until a directorate shall cut
a so-called “melon?” The Ford Company itself was involved in
a lawsuit recently, brought by minority stockholders endeavoring
to force a distribution of the earnings in excess of the dividends
paid, and the minority stockholders were successful therein. If
a large percentage of the net income is kept in the business instead
of being distributed as dividends, it is evident that the business
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requires more capital. Should all the stockholders, however, be
forced to contribute their pro-rata share of this capital against
their will simply by the expedient of not distributing the profits
but allowing them to remain in surplus account? Would it not be
good policy and simple equity to all the stockholders if corpora
tions were forced to distribute at the end of each year in the shape
of stock dividends, say, 80 per cent., if not all, of the net income
not otherwise distributed in cash or securities?*
The argument might be advanced that this would not be prac
ticable in cases of corporations having stock of no par value. I
do not see, however, why such corporations cannot issue divi
dends in the form of additional stock, provided the number of
shares outstanding always bears a reasonable relation to the ag
gregate of the amount of cash paid in for the original stock and
the subsequent accumulated net income not otherwise distributed.
If the net income is not distributable in cash because of its
being required for the expansion of the business, would it not be
better for the credit standing of the corporation to indicate the
fact that this additional earned and retained capital is to be per
manent by distributing a corresponding value in stock dividends,
thus transferring that amount from the surplus to the capital
stock account?
Presumably because under existing corporate practice stock
holders are never sure of having net income made available for
their individual use, the author of the aforesaid article questions
the propriety of capitalizing expenditures for plant extension, and
intimates that such expenditures are in reality current expenses
deductible from income, and, in so far as such expenditures de
prive the stockholders of their share of the earned income, they
might as well be current expenses. Listen to the author’s state
ment :
The big losses of Ford and Willys-Overland in 1920 and the latter part
of 1919, as regards available profits, were not due to extraordinary expendi
tures for new construction. Expansion, or what you might call extraordinary
expense, is really an ordinary expense, and has been an ordinary expense for
years in carrying on these businesses.

The capitalizing of expenditures for plant expansion or the
treating of them as extraordinary expenses and charging them off
currently are questions which should be given more consideration
* Since writing the above article, the United States house of representatives passed
on April 28, 1921, H. R. No. 4810, which provides for the federal incorporation of
companies to promote trade in China. One of the provisions of the bill is that at
least one-third of the net income of the corporations must be declared in dividends
payable not later than 60 days after the close of the taxable year.
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in the future than has been the case in the past. Some expan
sions are macle solely for the purpose of guaranteeing supplies of
materials; others for the purpose of improving the quality of
goods manufactured; and still others for the purpose of increas
ing production. In some respects, and particularly to get the
benefits of uniform accounting, it might be wise to treat all ex
pansion as capital charges. If this is done careful attention must
be given to see that the current charges against costs or net income
are sufficiently large to allow for depreciation, obsolescence, in
creased cost of replacement and inadequacy of the equipment—
this inadequacy arises from increased demands upon the equip
ment which bring out the experience that it is too small or too
light for the increased service necessary.
The control of expansion programmes of corporations for the
protection of stockholders and of creditors is worthy of consid
eration. Banks and investors consider the balance-sheet of a cor
poration in the granting of credits and the purchase of securities.
If the directors have an unlimited right to decide the matter of
expansion, a corporation, notwithstanding a successful year so far
as concerns the making of profits, may find itself by reason of
such expansion in a very undesirable if not dangerous financial
position at the end of the year. Directors who authorize plant
expansion programmes with the expectation of paying therefor
from current earnings are in reality gambling upon the future
and are not planning their finances in a businesslike manner. Such
a policy is unsound and unfair alike to creditors and to stock
holders.
For the protection of purchasers of bonds or short-term notes,
some corporations have provided for the maintenance of a certain
ratio of current assets to current liabilities. This has in some
cases proved very embarrassing to corporations during times of
high costs and increasing volume of business. Nevertheless, if
proper consideration is given to reasonable future requirements
at the time of issuance of the obligations, such provisions are
really desirable and serve as a check on optimism and over-ex
pansion on the part of the management during prosperous times.
Why should not the investor in the stock of corporations have the
same protection as the purchaser of its bonds and short-term
notes ?
The question then arises as to how to protect these stock in
vestors without unduly hampering the directors in their current
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administration of the business. This can be accomplished by an
insertion in the bylaws of the corporation of a clause requiring
that a certain ratio of current assets to current liabilities shall be
maintained, unless otherwise authorized by stockholders at a
special or regular meeting. The bylaws could also include pro
vision for the annual distribution of all, or a minimum of 80 per
cent., of the annual net income either in cash or stock dividends.
Very few corporation organizers would make such bylaw pro
visions willingly, because the organization stock is usually held
by a comparatively few stockholders, who also usually comprise
the directorate, and they do not care to have limitations placed
upon their administration of the business. With increasing busi
ness, however, stock is sold to the public and expansion proceeds
merrily, especially during prosperous periods, and banks, mer
chandise creditors and minority stockholders become vital and
important factors in the business and are entitled to more protec
tion than the present corporate financing practice affords.
Laws are in effect which to a certain extent protect savingsbank depositors, beneficiaries of trust funds and policy-holders in
life-insurance companies by limiting the investments of those
institutions to securities of certain classes. Too often, however,
these savings-bank depositors, trust-fund beneficiaries, and lifeinsurance policy-holders withdraw their moneys for the purpose
of investing them in corporation shares, hoping to secure income
thereon of larger amount, only to find that the law has ceased
to protect them against anything more than plain swindling and
that their money is at the mercy of a small body of directors
without any check upon errors of judgment and with no provision
making the distribution of net income compulsory. The use of
funds in over-expansion (which is so tempting in prosperous
times), without adequately augmenting liquid capital to allow for
economical use of the increased plant capacity, is a frequent mis
take of corporate officers. The check which would be provided
by the voluntary insertion of adequate clauses in bylaws is de
sirable, but it is expecting too much of human nature to look for
a general adoption of such practice on the part of corporation
organizers. The only other method of furnishing this protection
which occurs to the writer at this time would be to encourage
legislation requiring that the bylaws of all corporations shall pro
vide that a practising public accountant shall be elected auditor
at the annual meeting of the stockholders, that the said auditor
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shall report solely to the stockholders at their annual meeting and
that the authority of the directors with respect to investment in
fixed assets, patent rights or goodwill shall be limited to a speci
fied percentage of the corporation’s combined capital, surplus and
undivided profits, unless otherwise authorized at a special or
regular meeting of the stockholders. The legislative requirement
that the bylaws contain a clause relative to annual distribution to
stockholders of at least 80 per cent. of the annual net income
would also seem only fair to minority stockholders. (Obviously,
any current losses during any one year would result in decrease
of the previously accumulated surplus of the undistributed portion
of the earnings. The losses may even result in an impairment of
capital, and the provision as to distribution of 80 per cent. of the
annual earnings, of course, should require that any previously
impaired capital be first restored.) It is also a question as to
whether or not the further provision should be made that the
voting at stockholders’ meetings considering authority for further
expansion or change in the bylaws with respect thereto, shall be
on the basis of one vote for each shareholder instead of upon the
basis of numbers of shares held.
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